GTE has also suggested that competitors have additional protection from price squeezes

because “[t]his outcome is more unlikely because many states require UNEs to be price at long
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run incremental costs GTE misses the point here  The price squeeze problem is not just

about how UNE prices are determined. As the Commussion indicated in a previous evaluation of
ILEC long-distance affiliates and price squeezes. “[i]t 1s this unprofitable relationship between
the input prices and the affiliate’s prices; and not the absolute levels of those prices, that defines
a price squeeze.”>’ Regardless of what the UNE prices are. if retail DSL prices assume lower
UNE prices or no UNE prices at all, new entrants will not be able to compete effectively.

C. Unless Respondents’ DSL Tariffs Contain Rates That Reflect UNE and Input
Costs, the Commission Should Reject Those Tariffs and Allow Respondents’
to Choose Either to Lower Input Costs or Cease the Cross-Subsidization of
Their DSL. Services

In addressing whether the Commission should defer its authority over Respondents’ DSL
services to the states, the 11.EECs vaguely point to state and federal commissions, as if to say that
all will be well if regulators just do their jobs ™ While Respondents correctly conclude that the
Commission should retain its authority over DSL tariffs. Respondents’ answers do not explain
how a Commission decision 1o retain authority over DS tariffs will adequately lessen the ability
of ILECs to affect a price squeeze  Yet analysis of DSL rates for price squeeze behavior is not

difficult. Specifically, the Commission can lessen the price squeeze concerns of new entrants by

* GTE Dircct Casc at 25 fn. 67.

* NYNEX Corporation and Bell Atlantic Corporation. Petition For Consent to Transfer Control of
NYNEX Corporation and Its Subsidiarics. Mcmorandum Opimion and Order, 12 FCC Red 19985, 20045 § 117
(1997). The Commission was responding (o the concerns of long-distance providers that ILECs would create a price
squecze in the long-distance market by charging higher access fees to long distance competitors than (o their
affiliates offcring long-distance scovices.

* BellSouth argued that “no evidence exists that any {state] commission has been impeded in carrying out
its respective regulatory functions.” and morcover that deferring to the states would “displace the dual regulatory
scheme™ established by the Act. BellSouth Direct Case at (7-18  Pacific Bell argued that it “fully expects that [the
price squccze concerns| will be raised before the appropriate regulatory body,” and moreover “the Commission
docsn’t lack “the necessary expertisc or toofs in which to explore and address any legitimate price squeeze issuc that
might arise.”™ Pacific Bell Direet Case at 16




evaluating retail rates in the [LECs’ DSL tariffs alongside the state-approved cost of UNE inputs
needed to provide DSL-based service, and determine whether the rates and costs are inconsistent,
and thus effecting an illegal price squeeze

There are two remedies available to address an illegal price squeeze—ordering a reduc-
tion in UNE and collocation rates, and requiring that retail rates reflect all input costs. However,
as the Eighth Circuit’s decision on UNE rate-setting jurisdiction remains in effect pending Su-
preme Court review.?” the Commission currently lacks the authority to reduce the cost of UNEs
and collocation. Thus. in the event that the Commission determines that the ILECs” DSL tariffs
would effect an impermissible price squeeze. the Commission should simply reject those tariffs
and allow the ILEC Responicnts to choose either to lower input costs or cease cross-subsidiza-
tion of their DSL services In this way, the Commission need not delve into the merits of the
state costing proceedings, methodologies or data  Nor would the Commission need to defer to
the states to set new UNE rates. because it would exercise its interstate jurisdiction and provide
[LECs with a voluntary choice on how to rectify the inconsistency between interstate DSL rates
and state-based UNE prices The Commission can simply condition approval of the ILECs” DSL
tariffs on elimination of the price squeeze, either through reductions in UNE prices or, if the
ILEC prefers, increases in their interstate DSL rates in order to cover all loop and other input
costs

The ILEC Respondents’ arguments supporting their costing methodologies for retail DSL
services are suspect. GTE contends that “[a]llocating a greater portion of loop costs to the
ADSL service would only force subscribers to pav a higher, noncompetitive rate for their ADSL

service, with little possibility of any corresponding redictions in local rates.”*" However, this

¥ Jowa Utilitics v. FCC 120 F.3d 753 (8" 1997)
" GTE Reply at 18




argument fails because local rates need not remain static if a greater portion of loop costs are al-
tocated to the DSL. For instance, the underlying local rates could be based on the extent to
which local services utilize the local loop, for instance hased on relative use. In stark contrast,
however, the ILECs have assumed no loop costs i therr retail DSL rates.

GTE justifies the exclusion of all loop costs by stating that “[s]ince local exchange rates
are largely averaged throughout a study area, an additional allocation of loop cost to the rela-
tively small number of new ADSL customers would have a de minimis effect on local exchange
prices”" This is essentially an argument that DSI need not bear any allocation of loop costs,
despite use of the loop both bv voice and DSL services because current demand for local ex-
change services exceeds demand for DSL. That 1s 4 non sequitur. Moreover, the effect of loop
allocation on local exchange prices, whether or not de minimis, is irrelevant. They relevant
question 1s the effect on the DSL prices, and how to ensure that DSL retail prices accurately re-
flect the inputs necessary to produce DSL services It i« particularly important that the Commis-
sion focus on the effect on DSL. rates because of the revolutionary potential of DSL technology,
and the opportunities that new entrants have to participate in a market not yet dominated by the
ILECs  Until newer technologies develop, DSL technology could become the preferred technol-
ogy for communication delivery, and could upset tradinional concepts that have classified tele-
communications services as basic or enhanced, or interstate and intrastate. Allowing anticom-
petitive rates could sideline new entrants in that revolutionary process.

Finally, GTI: attempts to argue that, even if price squeezes are a concern, GTE should not
have to include its loop costs inits DSL tariff rates because “[s]ince ADSL employs the existing

loop for new applications. the costs of the loop are already recovered through existing rates ™"

" GTE's Direct Casc a1 181153
" GTE Reply at 18
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Moreover, GTE argues that its tariff prices do not create an impermissible price squeeze because
its ADSL. retail prices “reflect the incremental cost of providing ADSL services.” and that
“[p]ricing for new regulated services based on incremental costs is completely consistent with

4 BellSouth similarly argues that “since [m]ost

the Commission’s new service pricing rules ™
facilities available from a LEC as a UNE are multi-use facilities capable of supporting multiple

services, where such facilities are used in the provision of services the revenue derived from
all of the services provided that employ these multi-use facilities must recover the costs of those
facilitics ™"

What Respondents are advocating here is classic anticompetitive behavior. Respondents
are cross-subsidizing their services in order to shift the majority. if not all, of the input costs from
competitive services to monopoly services guaranteed to provide a rate of return that will meet
those additional costs. Under the ILECs’ reasoning. thev could price their retail DSL services on
the assumption of zero loop costs. This is not an economically rational result. By excluding
UNE:s and collocation, the inputs that Respondents have included in their cost recovery represent
only a shell of Respondents’ DSL services. While DS[ equipment enables Respondents to pro-
vide sophisticated services, the access to UNEs and collocation is still the central component
needed to provide DSL services Thus, to allow Respondents to exclude UNE and collocation
costs from their retail rates is anticompetitive and impermissible

D. Because the Commission’s Proposed Affiliate Scheme for ILEC Advanced

Services Wili Reduce the ILECs” Ability To Effect an Illegal Price Squeeze,
Deference to the States Would Be Premature

In a separate but related proceeding, the Comnussion has outlined a proposal that would

allow ILECs to offer DSI. services through separate aftiliates in order to encourage the deploy-

" GTE Reply at 17-18.
“" BellSouth Reply at 11
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ment of advanced telecommunications services - Under this separate affiliate scheme, any af-
filiate providing DSL services will have to buy UNEs and collocate under the same terms that

competing providers currently operate, thus forcing the I1LECs to participate on a level playing

field In such a situation. the DSL solutions offered by the affiliates will be more likely to derive

. - 46
from the same wholesale input costs as competing providers

ACI and FirstWorld do caution that the affiliate option will not reduce and or eliminate
the opportunity for imposing price squeezes. An [LEC even in an affiliate situation, would still
have the opportunity to blur the lines between 1LEC and affiliate on UNE and collocation costs,
thus offering their affiliates prices that are lower than those offered to competitors. Since the ef-
fectiveness of the affiliate scheme as a check against price squeezes depends on affiliate safe-
guard that the Commission has yet to determine, any action by the Commission to defer its
authority over Respondents’ DSL tariffs to the states 4~ such action would be premature.

I1I. CLASSIFYING RESPONDENTS’ SERVICES AS INTERSTATE NEITHER
INVOKES MUTUAL COMPENSATION CONCERNS NOR DIMINISHES ILECs’
OBLIGATION TO PROVIDE UNEs. INCL.UDING DSL-CAPABLE LOOPS,
UNDER THE ACT

Some parties have erroneously argued that classifving and tariffing Respondents” services
as interstate would allow 11.ECs to avoid their obligations to pay mutual or reciprocal compensa-

tion*” to CLECs for the origination and termination ot dial-up” calls from end users to ISPs 4%

" Advanced Scrvices NPRM §83-88.
" [miplementation of (he Non-Accounting Safeguards of Sections 271 and 271 of the Communications Act
of 1934, as amendced: and Regulatory Treatment of LEC Provision of Inicrexchange Services Originating in the
LEC’s Local Exchange Arca. Notice of Proposed Rulemaking. 11 FCC Red 18877 (1996). “If a BOC charges its
compctitors prices for inputs that arc higher than the prices charges, or effectively charged, to the BOC’s affiliate,
then the BOC can create a “price squecze.” In that circumstance the BOC affiliate could lower its retail price to
reflect 1ts unfair cost advantage. and competing providers would be forced cither to match the price reduction and
absorb profit margin reductions or main their retail prices at existing {evels and accept reductions in their market
shares. {f the price squecze was severe enough and continued fong enough, the BOC affiliate’s market share could
become so large. and the competitors so weakened. that that affiliie could unilaterally raisc and sustain a price
above competitive levels by restricting its output.”

" Section 251 of the 1996 Act requires that LECs “establish rcciprocal compensation arrangements for the
transport and termination of t¢lecommunication services.™ 47 175 € £ 251(b)(5)
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This is simply not the case Rather, as noted above DS technology can be used to provide both
interstate and intrastate services, and in the 1LECs’ apphication is used to provision a dedicated
special access service. Thus, a finding that Respondents” DSL. services are jurisdictionally inter-
state will not prevent CLECs from collecting mutual compensation in the instances where DSL
technology is used in conjunction with UNEs to previde intrastate services  More importantly, a
Commission decision to classify these DSL services as »nterstate special access will obviously
have no impact on mutual compensation for switched. dial-up Internet traffic delivered to ISPs
over the PSTN, to which the “10% rule” is plainly inapplicable. Consequently, as GTE ob-
serves, there is no conflict between classifying DSI services as interstate and the many state
commission decisions requiring ILECs to pay mutual compensation on Internet traffic delivered
to ISP on a switched basis over local exchange services ™
Nor is there any conflict between the classification of these DSL services are jurisdic-
tionally interstate and the ability of CLECs to use unbundled loops and other UNEs for the pro-
vision of competing DSL services. The Commission hixs made clear that UNEs can be used for
the provision of either interstate or intrastate services for instance in the provision of interstate
switched access services At this sensitive point i the development of DSL competition, any
ambiguity on this point could provide the ILECs with increased incentives to delay and obstruct
interconnection by CLECs, because DSL requires access to unbundled loops, collocation and
other UNEs  Therefore, ACI and FirstWorld urge that the Commission expressly reaffirm the
obligation of ILECs to provide UNEs, including DSI capable loops, for the provision of inter-

state DSL services™ The Commission has already explamned that ILECs must unbundle DSI.-

*® ALTS Pctition on GTE's ADSL tariff at 9. c*spire communications Petition on GTE's ADSL tariff at 2.
19 P
GTE Dircct Casc at 7

5% Deployment of Wireline Services Offering Advanced Telecommunications Capability, Memorandum
and Order, CC Docket No. 98-147 (rel Aug. 7. 1998)

19
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compatible loops for use by CLECs in offering DSL services ' The final order in these investi-
gations should reaffirm that this unbundling obligation exists regardless of the jurisdictional clas-
cification of the DSL services provided by the CLEC including the use of DSL technology for

offering interstate services

U Advanced Scrvices NPRM 9 33




CONCLUSION

For all these reasons. the Commission should (1) classify the ILEC Respondents” DSL.

services as interstate special access; (ii) retain its tariffing authority over interstate DSL services,

without deferring to state commissions; (iii) address IL FC DSL price squeezes by rejecting inter-

state DSL tariffs reflecting retail rates inconsistent with UNE inputs costs, allowing ILECs the

choice of either lowering their UNE rates or eliminating the cross-subsidization of their

retail DSL services; and (iv) expressly reaffirm the nblization of ILECs to provide UNEs, in-

cluding DSI ~capable loops. for the provision of interstate services
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